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Executive  Summary  and 
Recommendations 

The  objective  of  a  health  purchasing  pool  is  to  permit  small  employers  and 
individuals  to  realize  some  of  the  advantages  that  large  employers  enjoy  in 
purchasing  health  care  coverage.  A  purchasing  pool  would  not  itself  take  on  risk  or 
develop  its  own  insurance  plan.  Rather,  it  would  negotiate  contracts  with  health 
plans  already  in  the  market  and  make  these  plans  available  to  the  people  who 
participate  in  the  pool.  By  negotiating  for  health  coverage  colleaively,  these  small 
purchasers  could  command  sufficient  market  share  to  induce  health  plans  to  be 
more  responsive  to  their  particular  needs  and  to  pass  on  some  of  the  economies  of 
scale  that  result  from  centralization  of  marketing,  enrollment,  and  premium 
collection.  In  particular,  such  centralization  should  substantially  lower 
administrative  costs,  which  currentiy  represent  a  large  portion  of  the  premium  paid 
by  small  purchasers.  And  competition  among  health  plans  seeking  to  capture  more 
of  this  market  should  also  improve  the  efTiciency  of  health  care  delivery. 

Beside  the  economic  advantages,  a  purchasing  pool  has  other  potential 
benefits.  All  who  purchase  coverage  through  the  pool  would  have  a  much  greater 
choice  of  health  plans,  an  increasingly  important  advantage  as  more  health  plans 
limit  patients'  choice  of  providers  to  those  who  are  in  the  plan's  network.  People 
who  move  from  job  to  job  could  also  maintain  enrollment  in  the  same  plan  as  long 
as  their  old  and  new  employers  buy  coverage  through  the  pool. 

Many  Montana  citizens  could  potentially  benefit  from  the  establishment  of  a 
purchasing  pool.  Small  employers  represent  a  large  share  of  all  employment  in  the 
state:  42  percent  of  employees  work  in  firms  of  25  or  fewer  workers,  and  nearly  70 
percent  are  employed  in  firms  of  100  or  fewer  employees.  Small  employers  are  also 
least  likely  to  offer  health  insurance  now  and  thus  might  be  more  responsive  to  a 
policy  which  makes  coverage  more  accessible  and  more  affordable. 

The  potential  benefits  of  a  purchasing  pool  can  be  realized  only  if  the  pool  is 
appropriately  structured  and  only  if  the  rules  which  govern  the  sale  of  health 
coverage  for  the  whole  of  the  small  group  and  individual  markets  ensure  that 
competition  is  fair  and  that  the  purchasing  pool  does  not  become  simply  the  "last 
resort"  source  of  coverage  for  people  with  high  medical  risks.  The  following 


recommendations  specify  the  ways  the  Authority  concludes  that  the  purchasing 
pool  should  be  structured  and  the  way  that  the  insurance  market  needs  to  be 
reformed  to  make  the  pool  successful. 

Recommendations  Regarding  Purchasing  Pool  Structure 

1.  The  State  of  Montana  should  authorize  the  establishment  of  one  or 
more  private  health  purchasing  pools  to  provide  affordable  health 
coverage  for  smaller  employers  and  individuals  throughout  the  state. 

2.  Initially,  a  single  purchasing  pool  should  be  authorized  to  serve  the 
entire  state.  Annually  thereafter,  the  Health  Care  Authority  should 
review  the  operation  of  the  pool  to  determine  whether  the  objectives 
for  purchasing  pools  would  be  better  served  by  establishing  an 
additional  pool  or  pools.  The  Authority  should  develop  criteria  to 
provide  guidance  for  determining  when  and  under  what  conditions 
additional  purchasing  pools  should  be  established.  The  criteria  should 
include  levels  of  enrollment  and  market  share;  effect  on  economies  of 
scale,  cost  containment,  and  risk  fragmentation;  the  need  for 
competition;  and  service  to  different  regions  of  the  state. 

3.  Participation  in  the  purchasing  pool  should  be  voluntary;  that  is,  no 
employer  or  individual  should  be  required  to  use  the  purchasing  pool 
as  a  soiu-ce  of  health  care  cover^e. 

4.  Participation  in  the  purchasing  pool  should  be  open  to  people 
purchasing  coverage  as  individuals  and  to  employer  groups  of  2  to 
100^  employees  in  both  the  private  and  public  sectors.  In  addition, 
groups  composed  of  more  than  100  employees  should  be  permitted  to 
purchase  coverage  through  the  purchasing  pool  but  should  pay  a 
premium  that  reflects  the  risk  of  the  particular  group.  The  long-run 
objective  should  be  to  have  a  single  premium  structure  that  applies  to 
individuals  and  employee  groups  of  100  or  fewer.  However,  because  of 
possible  problems  related  to  the  pooling  of  the  individual  and  small- 
group  markets,  it  may  be  necessary  initially  to  have  a  separate 
premium  structure  for  people  enrolling  as  individuals. 

5.  The  Health  Care  Authority  should  (1)  develop  a  procedure  for 
soliciting  applications  from  organizations  seeking  to  be  certified  as  a 
purchasing  pool  for  the  state  and  (2)  develop  a  process  for  selecting  an 
organization  to  serve  as  the  purchasing  pooL 

6.  The  purchasing  pool  should  be  incorporated  as  a  private  not-for-profit 
entity. 


^The  recommendation  for  including  employee  groups  of  up  to  100  is  based  on  the 
assumption  that  reforms  in  the  rules  governing  the  sale  of  health  coverage  in  the  small- 
employer  market  will  be  extended  to  apply  to  employers  of  up  to  100  employees.  If  this 
change  does  not  occur,  the  cut-off  of  100  for  non-risk-adjusted  participation  in  the 
purchasing  pool  needs  to  be  changed  to  conform  to  the  upper  limit  on  the  size  of 
employers  included  under  the  small-employer  market  reform  niles. 


7.  The  governing  board  of  the  purchasing  pool  should  be  made  up 
exclusively  of  purchasers — ^that  is,  a  balanced  representation  of 
consiuners  and  employers.  Providers,  health  plan  administrators, 
health  insurance  agents  or  brokers,  or  others  with  potential  conflicts 
of  interest  because  of  their  position  as  suppliers  or  £^ents  of  suppliers 

-  of  health  services  should  not  serve  on  the  governing  board.  However, 
the  purchasing  pool  may  appoint  an  advisory  board  of  providers  and 
other  a^cted  parties  to  advise  the  govemii^  board  on  relevant  issues. 

8.  The  purchasing  pool  should  actively  negotiate  and  contract  with 
health  plans  to  get  the  best  value  for  people  covered  through  the  pool; 
appropriate  issues  for  negotiations  include  price,  health  plan 
efBciency,  quality  of  care,  and  service  to  underserved  groups  and 
areas.  The  purchasing  pool  should  contract  with  only  those  plans  that 
it  determines  offer  good  value. 

9.  The  purchasing  pool  should  not  offer  its  own  health  plan  or  bear  any 
risk. 

10.  The  rules  governing  the  small-group  market  should  permit  health 
plans  offering  products  through  the  purchasing  pool  to  price  these 
products  separately  from  other  products  sold  in  the  small-group 
market,  in  particular  to  reflect  the  differences  in  administrative  costs 
and  efficiency  of  medical  service  delivery. 

11.  The  costs  of  administering  and  operating  the  purchasing  pool  should 
be  financed  by  a  fee  added  to  the  premiums  of  health  plans  sold 
through  the  purchasing  pooL  The  method  for  assessing  the  fee  should 
be  standardized  across  health  plans  and  should  be  applied  fairly 
across  purchasers  so  that  it  does  not  encourj^e  risk  fragmentation  or 
pose  barriers  to  participation  by  some  purchasers. 

12.  Employees  of  participating  groups  should  be  permitted  to  select  any 
health  plan  offered  through  the  purchasing  pool;  that  is,  employers 
should  not  be  permitted  to  limit  employees'  choice  of  plans. 

13.  The  Insurance  Commission,  in  consultation  with  the  Health  Care 
Authority,  should  study  the  feasibility  of  developing  and  applying  a 
risk-adjustment  methodology  for  the  small-employer  and  individual 
markets.  Risk  adjustment  would  be  used  to  neutralize  cost  differences 
among  health  plans  that  are  due  solely  to  the  difference  in  the  risk 
profiles  of  people  enrolled  in  those  plans. 

14  As  part  of  responsibilities  already  assigned  to  it,  the  Health  Care 
Authority  should  work  toward  developing  measures  that  would  allow 
consumers  to  knowledgeably  and  readily  compare  the  performance  of 
health  plans  with  respect  to  cost,  quality,  consumer  satisfaction,  and 
health  outcomes. 


Recommendations  Regarding  Market  Rules  Related  to  Purchasing  Pools 

15.  In  general,  market  conduct  rules  should  apply  uniformly  to  all  health 
plans  offering  products  in  both  the  small-group  and  individual 
markets^  and  should  apply  to  products  sold  inside  and  outside  the 
purchasing  pooL 

16.  Small-employer  market  reforms  should  be  extended  to  apply  to  health 
plan  and  insurance  products  sold  to  groups  with  up  to  100  employees. 

17.  Premium  rating  differences  should  be  based  only  on: 

age 

geography 

cost  containment  provisions 

whether  the  product  is  offered  throv^  the  purchasing  pool 

limited  discounts  for  healthfiil  lifestyles 

benefit  plan  design  (including  cost-sharii^ 

Subscriber/family  composition 

18.  Premium  differences  based  on  ^e  should  not  be  permitted  to  exceed  a 
ratio  of  3:1.  Rules  regarding  premium  variation  by  geography  should 
be  defined  by  the  Insurance  Commission  based  on  an  assessment  of 
the  need  for  geographic  adjustments,  including  specifications  on  the 
overall  rate  variation  allowed  by  geography  and  the  (minimum) 
geographic  areas  that  could  be  used  by  insurers  in  establishing  rates. 
The  Insurance  Commission  should  also  be  responsible  for  specifying 
the  limits  and  approving  the  use  of  any  premiiun  adjustments  for 
healthy  lifestyles  and  wellness  programs  and  should  have  the 
authority  to  specify^  standard  family  composition  categories  ^  to  be  used 
by  insurers  in  the  small-employer  and  individual  markets. 

19.  Premiums  for  individuals  and  premiums  for  small-employer  groups 
may  be  calculated  separately. 

20.  AU  health  plans  operating  in  the  individual  market  should  have  an 
open  enrollment  period  of  at  least  30  days  once  every  two  years  at  a 
standard  time  specified  by  the  Insurance  Commission.  During  this 
open  enrollment  period,  no  person  applying  for  cover^e  is  to  be 
rejected  because  of  his  or  her  health  status  (standard  prior  condition 
exclusions  may  be  applied).  People  who  have  experienced  a  change  in 
job  status  or  family  status  and  who  have  not  had  a  break  in  coverage 


^An  exception  is  recommended  regarding  the  requirement  for  guaranteed  issue  of  coverage; 
the  recommendation  is  that  health  plans  serving  the  individual  market  be  required  to  offer 
open  enrollment  for  one  month  every  two  years.  (See  Recommendation  20.) 
^That  is,  premium  differences  based  on  family  composition  should  be  limited  to  the 
following  four  categories,  as  defined  by  the  Insurance  Department:  employee  only; 
employee  and  spouse;  employee  and  children;  and  employee,  spouse,  and  children. 
Premiums  for  the  employee  and  spouse  should  be  twice  the  premium  for  the  employee 
alone  (to  be  in  conformity  with  the  state  unisex  law). 


exceeding  60  days  must  be  permitted  to  enroll  at  any  time  during  the 
year  at  standard  premium  rates. 

21.  Insurers  and  those  marketing  products  in  the  small-employer  market 
should  be  required  to  fully  disclose  and  fairly  and  affirmatively  market 
their  guaranteed-issue  products. 

22.  State  authorities  should  prevent  lower-risk  groups  from  attempting  to 
evade  application  of  the  small-group  market  reforms.  In  particular,  the 
state  should  prevent  low-risk  smaller  groups  that  buy  stop-loss 
insurance  or  similar  insurance  coverage  from  claiming  that  they  are 
self-insured  and  thus  exempt  from  state  regulation  under  the 
provisions  of  the  Employee  Retirement  and  Income  Security  Act 
(ERISA). 

To  achieve  this  end,  the  state  should  have  clear  authority  to  stipulate 
that  a  product  sold  to  a  group  of  100  or  fewer  employees  that  involves 
risk  sharing  (1)  is  an  insured  product  and  is  therefor  subject  to  the 
regulations  governing  the  sale  of  products  in  the  small-group  market, 
and  (2)  must  cover  at  least  a  minimum  set  of  medical  benefits  and  a 
reasonable  minimum  proportion  of  the  expenses  for  covered  services. 


A  Purchasing  Pool  for 
Montana 


Background 


SB  285  requires  the  Healtii  Care  Authority  to  consider  the  merits  of  establishing 
a  purchasing  pool  in  Montana.  In  the  last  several  years,  the  concept  of  pooled 
purchasing  has  received  considerable  attention  at  both  the  state  and  federal  level. 
At  least  thirteen  states  have  passed  legislation  authorizing  or  establishing  health 
insurance  pooled  purchasing  arrangements,  typically  for  small  employers  and 
sometimes  for  individually  insured  people  as  well.  Purchasing  pools,  often  called 
"purchasing  cooperatives,"  were  also  a  component  of  virtually  all  of  the  reform 
proposals  considered  by  Congress  earlier  this  year. 

The  basic  concept  of  the  purchasing  pool  is  to  devise  an  arrangement  to  allow 
a  large  number  of  purchasers,  typically  individuals  and  small  employers,  to  buy 
health  coverage  collectively  and  thereby  realize  economies  of  scale.  The 
purchasing  pool  would  do  for  individuals  and  small  employers  and  their 
employees  what  many  large  employers  do  when  they  buy  coverage:  they  seek  to 
get  insurers  and  health  plans  to  provide  coverage  that  offers  high  value  and  is 
customized  to  their  particular  needs.  They  may  use  their  market  clout  to  negotiate 
changes  to  improve  health  plan  efficiency  and  accountability  and  to  enhance  the 
quality  of  care  for  their  employees.  As  typically  designed,  the  purchasing  pool  does 
not  itself  develop  and  offer  a  health  plan.  Instead,  it  contracts  with  a  number  of 
health  plans  that  agree  to  offer  a  standard  benefit  package  and  make  that  package 
available  under  specified  conditions  to  all  who  wish  to  purchase  coverage  through 
the  pool.  The  people  who  get  coverage  through  the  pool  can  choose  to  buy  any 
plan  that  has  a  contract  with  the  pool. 

The  basic  functions  of  the  purchasing  pool  generally  include  negotiating  and 
contracting  with  health  plans  to  provide  a  defined  set  of  services,  providing 
consumers  with  comparisons  of  plan  features  and  performance,  enrolling  people  in 
plans,  and  collecting  premiums  from  enroUees  and  distributing  premiums  to  health 
plans.  While  these  funaions  are  generally  the  responsibility  of  the  purchasing  pool, 
the  pool  may  hire  contractors  to  perform  some  of  them. 


The  purchasing  pool  concept  is  applicable  either  to  a  system  that  is  based  on 
the  reforms  offered  by  the  Authority  under  a  "regulated  multiple  payer  system" 
with  universal  coverage  or  to  the  present  system  with  specified  reforms  of  the  rules 
that  govern  the  marketing  and  sale  of  health  care  coverage. 

The  purchasing  pool  approach  assumes  certain  conditions  exist  in  the  market 
for  health  coverage: 

•  There  are  (or  will  be)  health  plans  that  compete  with  one  another  for 
customers. 

•  Consumers  can  choose  among  the  competing  plans,  will  have  incentives  to 
choose  plans  that  offer  the  best  value,  and  will  have  the  kinds  of  information 
that  allow  them  to  make  valid  choices. 

•  The  benefits  offered  by  health  plans  are  standardized  to  the  extent  that 
consumers  can  readily  compare  the  plans  for  relative  value. 

•  The  plans  that  compete  are  all  required  to  compete  on  a  fair  basis — that  is,  to 
follow  market  rules  that  ensure  that  competition  is  based  on  efficiency  and  not 
the  ability  to  attract  low-risk  groups. 

More  details  about  these  conditions  will  be  given  later. 


Current  Health  Coverage  in  Montana 


Figures  1  to  3  help  in  understanding  the  degree  to  which  employers  in 
Montana  currently  provide  coverage  for  their  employees.  As  is  true  nationally, 
larger  employers  are  much  more  likely  to  provide  coverage  than  small  employers. 
However,  regardless  of  employer  size,  most  employers  who  offer  coverage  also 
make  a  contribution  to  the  premium. 

Hgure  1 

Proportion  of  Employers  That  Offer  Coverage,  by  Employer  Size 
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Figure  2 

Proportion  of  Employers  Offering  Coverage  That  Also  Contribute  to  ttie  Premium, 

by  Employer  Size 


100% 


Figure  3 

Source  of  Coverage,  by  Employer  Size 
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Source  for  Figures  1-3:  Montana  State  Auditor's  Office  and  Montana  Department  of  Labor  and 
Industry,  1994  Survey  of  4,945  Montana  Employers. 
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Objectives 


The  priority  of  objectives  sought  through  purchasing  pools  varies  to  some 
extent  depending  on  the  specific  pool  structure;  but,  in  general,  the  objectives  fall 
into  the  following  categories. 


Reduce  health  costs 


One  objective  of  establishing  a  purchasing  pool  for  Montana  is  to  reduce  the 
cost  of  health  care  coverage.  Cost  reductions  may  result  from  changes  in  either 
administrative  costs  or  in  delivery  system  costs. 

Administrative  savings 

A  purchasing  pool  can  be  a  mechanism  for  reducing  the  high  administrative 
costs  that  individuals  and  small  groups  now  pay.  Administrative  costs  are  generally 
estimated  to  represent  nearly  25  percent  of  premiums  for  the  smallest  groups 
(those  with  20  or  fewer  employees.)  For  individual  coverage,  the  figure  is  close  to 
40  percent.  This  suggests  significant  room  for  administrative  savings. 

Selling  costs  are  especially  high  for  small  employers  and  individuals,  in  part, 
because  hundreds  of  insurers  individually  market  and  provide  service  to  thousands 
of  individuals  and  small  groups.  Assigning  these  functions  to  a  single  entity,  such 
as  the  purchasing  pool,  should  reduce  such  costs.  Centralizing  enrollment, 
premium  collection,  and  provision  of  information  about  plan  characteristics  and 
performance  should  similarly  produce  savings  because  of  economies  of  scale. 

The  data  on  premium  costs  in  Montana  provide  indirea  evidence  of  the  high 
administrative  costs  charged  to  smaller  employers.  For  1990  through  1994, 
premiums  for  employers  with  25  or  fewer  employers  were  about  18  percent  higher 
than  for  larger  firms. "^  This  cost  difference  is  one  reason  that  smaller  employers  are 
less  likely  to  offer  health  care  coverage:  only  43  percent  of  Montana  firms 
employing  fewer  than  25  workers  offer  coverage,  whereas  more  than  83  percent  of 
larger  firms  offer  coverage. 5  Smaller  employers  In  Montana  represent  a  very  large 
potential  market  for  affordable  health  coverage  not  only  because  many  do  not  now 
offer  health  coverage  but  because  employers  account  for  a  large  share  of  total 
employment  in  the  state.  (See  Figures  4  to  7.) 


''Montana  State  Auditor's  Office  and  Montana  Department  of  Labor  and  Industry.  Based  on 
4,949  usable  responses  from  Summer  1994  survey  of  Montana  private  employers. 
5  Montana  State  Auditor's  Office  and  Montana  Department  of  Labor  and  Industry,  (See 
Appendix  for  detailed  data.) 
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Figure  4 

Number  of  Employees  by  Employer  Size  Category  (29,739  Total  Employers) 
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Figure  5 
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Figure  6 

Distribution  of  Employees  by  Employer  Size  (Measured  by  Number  of  Employees) 
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Figure? 

Averoge  Annualized  Earnings  by  Employer  Size 


10  to  25 
20% 


$5,000        $10,000       $15,000       $20,000       $25,000       $30,000 
Average   Earnings   per   Employee 


Source  for  Figures  4-7:  Montana  Department  of  Labor.  Employment  data  for  June  1 993;  wage  data 
based  on  second  quarter  1993. 
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Delivery  system  savings 

A  properly  designed  purchasing  pool  will  force  health  plans  to  compete  for 
business  and  to  compete  fairly.  Today's  health  insurance  market  is  characterized  by 
competition  based  on  risk  selection  and  market  fragmentation.  Health  plans  gain  a 
price  advantage  by  avoiding  higher-risk  people  and  seeking  out  low-risk  groups 
and  individuals  to  insure.  Such  competition  diverts  health  plan  resources  away 
from  efforts  to  control  costs  by  becoming  more  efficient  through  changing  praaice 
styles  and  improving  the  organization  of  delivery.  Insurance  reform,  even  without 
purchasing  pools,  can  address  some  of  the  most  egregious  of  these  risk-seleaion 
practices.  But  a  purchasing  pool  can  further  reduce  risk  fragmentation.  It  can,  for 
example,  provide  purchasers  with  unbiased  information  about  health  plans  in  a 
uniform  and  easily  understood  format.  Purchasers  do  not  have  to  depend  upon  the 
sales  and  marketing  practices  of  many  different  insurers — practices  which  provide 
numerous  opportunities  to  draw  off  lower-risk  groups.  (These  benefits  are,  of 
course,  limited  to  the  segments  of  the  market  the  purchasing  pool  serves.) 

If  consumers  have  proper  incentives  to  choose  cost-effective  plans — as  they 
would  if  the  employer  contributes  a  fixed  dollar  amount  toward  the  purchase  of 
any  plan — health  plans  will  have  strong  incentives  to  keep  costs  down,  maintain 
quality,  and  improve  levels  of  service.  These  benefits  will  be  forthcoming  only  if 
adequate  competition  exists  between  plans  that  have  some  capacity  to  control  costs 
of  medical  resources  used  by  enrollees.  However,  in  more  rural  areas  of  Montana, 
this  kind  of  competition  may  not  be  present.  Where  the  number  of  providers  is 
limited,  so  that  consumers  have  few  choices,  vigorous  competition  among  health 
plans  and  providers  is  unlikely  to  develop  quickly,  if  at  all.  Under  these 
circumstances,  it  may  be  unrealistic  to  depend  primarily  on  this  model  of  "managed 
competition"  to  provide  market  discipline  and  cost  control.  It  is  for  this  reason  and 
others  that  most  states  that  have  established  purchasing  pools  have  assigned  them 
an  active  role  in  negotiating  and  purchasing  coverage  for  smaller  employers  and 
individuals.  Under  this  model,  purchasing  pools  have  the  authority  to  negotiate  and 
selectively  contract  with  health  plans.  They  can,  as  a  condition  for  granting  a 
contract  to  a  health  plan,  require  the  health  plan  to  make  changes  to  improve 
efficiency,  integrate  various  kinds  of  services,  or  provide  services  to  areas  with 
inadequate  access.  Through  vigorous  negotiation,  the  purchasing  pool  may  be  able 
to  initiate  steps  to  improve  the  cost-effeaiveness  of  delivery  even  where  significant 
competition  does  not  now  exist. 

Portability  of  coverage,  stability  of  provider  relationships,  and  continuity  of 
care 

Although  insurance  reform  can  ensure  that  individuals  do  not  face  gaps  in 
coverage,  it  cannot  guarantee  that  individuals  can  retain  their  plan  as  they  change 
jobs  or  move  in  and  out  of  the  labor  force.  Furthermore,  as  more  employers  offer 
managed  care  plans,  choice  of  plans  increasingly  means  choice  of  providers.  If  the 
employer  decides  to  offer  a  different  plan  or  if  the  employee  changes  jobs,  the 
employee  who  is  in  a  network-based  plan  often  has  to  choose  a  new  set  of 
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providers.  Such  forced  discontinuities  in  coverage  and  care  are  disruptive, 
psychologically  trying,  and  in  some  cases,  inconsistent  with  providing  good 
medical  care.  In  contrast,  under  appropriately  designed  purchasing  pool 
arrangements,  people  can  always  choose  from  any  of  the  plans  in  the  pool,  so  that 
they  can  stay  with  the  same  health  plan  even  when  their  employment  situation 
changes. 

Greater  choice  of  health  plans 

Most  people  who  have  health  insurance  are  covered  by  their  employer,  and 
that  employer  typically  offers  a  very  limited  choice  of  health  plans,  if  any.  Choice  is 
limited  in  part  because  it  is  administratively  impractical  for  most  smaller  employers 
in  the  present  market  to  offer  multiple-plan  options.  Moreover,  health  plans 
typically  require  a  minimum  level  of  employee  participation  for  any  small  group, 
effeaively  precluding  small  employers  from  offering  multiple  plans,  even  if  they 
wished  to  do  so.  ^  A  purchasing  pool,  in  contrast,  can  be  expected  to  contract  with 
a  number  of  health  plans,  and  everyone  who  purchases  through  the  pool  can 
choose  from  any  of  the  plans  the  pool  offers.  The  range  of  choice  is  almost  certain 
to  be  greater  than  that  offered  even  by  large  employers. 

Enhariced  quality  through  better  information  for  comparing  plan 
performance 

In  the  present  market,  consumers  lack  an  effective  way  to  compare  the 
charaaeristics  and  quality  of  different  health  plans.  The  inability  to  make  effective 
comparisons  is  in  large  pan  due  to  the  great  variation  in  benefits  across  health 
plans.  People  simply  cannot  make  valid  cost-benefit  assessments  when  they  are 
trying  to  compare  a  host  of  plans,  each  with  a  different  benefit  structure  and 
different  prices.  A  purchasing  pool  can  serve  as  an  objective  medium  through 
which  standardized  information  is  collected  and  reported  on  health  plans.  As  the 
quality  of  this  information  improves  and  begins  to  include  objective  comparisons  of 
medical  outcomes  and  other  quality  measures,  consumers  will  be  able  to  make 
better  choices,  and  plans  will  be  under  greater  pressure  to  improve  quality  and  cost 
performance. 

Improved  access  in  underserved  areas 

A  large  portion  of  Montana  is  underserved.  While  it  will  probably  never  be 
practical  to  provide  rural  populations  with  the  level  of  service  that  is  available  in 
urban  areas,  purchasing  pools  may  be  an  effective  mechanism  for  improving  health 
care  access  in  underserved  areas.  Purchasing  pools  can  use  both  moral  suasion  and 
economic  bargaining  as  tools  for  inducing  plans  to  aid  in  serving  such  areas.  A 
purchasing  pool  might,  for  example,  consider  a  plan's  willingness  to  expand  into 


^Minimum  participation  standards  are  designed  to  protect  health  plans  from  adverse  risk 
selection  that  may  occur  when  only  the  more  costly  individuals  opt  to  be  covered. 
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underserved  areas  as  one  of  the  criteria  for  deciding  which  plans  are  to  be 
awarded  contracts. 

Reduced  cost-shifting  from  otiner  purchasers 

In  the  present  market,  small  employers  and  individuals  bear  the  brunt  of  cost- 
shifting  from  larger,  more  powerful  purchasers,  such  as  large  employers.  Medicare, 
and  Medicaid.  Individual  small  purchasers  have  litde  purchasing  power,  and  thus 
medical  providers  and  health  plans  can  charge  them  higher  prices  to  make  up  for 
lower  revenues  in  other  market  segments.  Purchasing  pools  may  give  small 
employers  and  individuals  purchasing  power  similar  to  that  of  other  buyers, 
thereby  eliminating  or  reducing  cost  shifts  to  this  market.  Because  the  purchasing 
pool,  as  an  aggregation  of  the  buying  power  of  many  small  purchasers,  represents 
a  large  market  share,  health  plans  are  likely  to  compete  on  price  in  seeking  to  gain 
a  share  of  this  potentially  profitable  market.  The  prospects  for  getting  a  good  price 
are  likely  to  be  enhanced  if  the  purchasing  pool  negotiates  directly  with  health 
plans. 

Recommendations  Regarding  Basic  Design 
Eiements 

The  Health  Care  Authority  makes  the  following  recommendations  regarding  the 
establishment  of  a  purchasing  pool  in  Montana. 

1.  The  State  of  Montana  should  authorize  the  establishment  of  one  or 
more  private  health  purchasing  pools  to  provide  affordable  health 
cover^e  for  smaller  employers  and  individuals  throughout  the  state. 

The  Health  Care  Authority  has  explored  the  potential  advantages  of  establishing 
a  health  purchasing  pool  for  Montana  and  concludes  that  such  a  pool  has  the 
potential  to  extend  affordable  health  care  coverage  to  portions  of  the  population 
that  currently  face  difficulties  in  securing  affordable  coverage.  The  Health  Care 
Authority  therefore  recommends  that  the  legislature  authorize  the  establishment  of 
one  or  more  purchasing  pools,  as  described  in  the  recommendations  below. 

2.  Initially,  a  single  purchasing  pool  should  be  authorized  to  serve  the 
entire  state.  Annually  thereafter,  the  Health  Care  Authority  should 
review  the  operation  of  the  pool  to  determine  whether  the  objectives 
for  purchasing  pools  would  be  better  served  by  establishing  an 
additional  pool  or  pools.  The  Authority  should  develop  criteria  to 
provide  guidance  for  determining  when  and  under  what  conditions 
additional  purchasing  pools  should  be  established.  The  criteria  should 
include  levels  of  enrollment  and  market  share;  effect  on  economies  of 
scale,  cost  containment,  and  risk  fragmentation;  the  need  for 
competition;  and  service  to  different  regions  of  the  state. 

One  major  objeaive  of  purchasing  pools  is  to  reduce  administrative  costs  by 
achieving  economies  of  scale  in  enrollment,  premium  coUeaion,  marketing,  and 
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information  provision.  Per-capita  costs  for  these  and  other  functions  can  be 
expected  to  decrease  with  increased  participation  in  the  purchasing  pool,  and 
some  significant  level  of  enrollment  is  necessary  to  achieve  these  economies. 
Achieving  this  level  of  voluntary  enrollment  in  a  state  like  Montana,  with  its  low 
population  density,  will  be  more  readily  accomplished  if  the  purchasing  pool  can 
initially  draw  participants  from  the  entire  state.  If  several  purchasing  pools  were 
established  at  the  beginning,  none  might  be  able  to  attraa  sufficient  numbers  of 
people  in  the  early  years  to  achieve  desired  economies  of  scale.  Thus,  it  is 
appropriate  to  begin  by  having  a  single  purchasing  pool  serve  the  whole  state  to 
avoid  duplication  of  facilities  and  personnel  and  to  keep  costs  down. 

If  the  initial  purchasing  pool  attracts  sufficient  enrollment  to  fully  exploit 
economies  of  scale,  it  would  then  be  appropriate  to  consider  establishing  one  or 
more  additional  purchasing  pools  if  that  seems  warranted  to  improve  service, 
further  reduce  costs,  or  ensure  that  the  purchasing  pool  does  not  exert  undue 
market  power.  It  is  thus  appropriate  for  the  Health  Care  Authority  to  annually 
review  the  performance  of  the  purchasing  pool  to  determine  whether  additional 
pools  might  be  established.  The  Authority  will  need  to  establish  criteria  to 
determine  when  and  under  what  conditions  one  or  more  pools  might  be  approved. 
For  example,  it  might  conclude  that  an  additional  pool  would  be  considered  once 
the  initial  pool  accounts  for  some  specified  portion  of  the  health  plan  market.  Such 
a  review  should  consider  the  merits  of  establishing  one  or  more  additional  pools, 
each  of  which  would  be  the  exclusive  pool  for  separate  regions  of  the  state  or, 
alternatively,  of  having  two  or  more  purchasing  pools  compete  in  serving  the  same 
area  or  areas.  (This  second  possibility  raises  a  number  of  difficult  issues  concerning 
the  nature  of  competition  among  purchasing  pools.  These  issues  deserve  careful 
consideration  before  such  a  change  is  made.) 

3.  Participation  in  the  purchasing  pool  should  be  voluntary;  that  is,  no 
employer  or  individual  should  be  required  to  use  the  purchasing  pool 
as  a  source  of  health  care  cover^e. 

Some  objeaives  and  functions  of  a  purchasing  pool,  including  economies  of 
scale  and  enforcement  of  fair  rules  for  competition  among  health  plans,  would  be 
more  readily  achieved  in  a  situation  where  all  smaller  employers  who  choose  to 
buy  coverage  use  the  purchasing  pool.  But  given  the  limited  experience  with 
purchasing  pools,  it  seems  appropriate  to  give  individuals  and  employers  the 
option  of  purchasing  coverage  through  the  pool  or  outside  the  pool.  Under  such 
an  arrangement,  the  purchasing  pool  will  be  competing  with  more  traditional 
sources  of  coverage.  The  competition  should  provide  incentives  for  better 
performance  both  by  the  purchasing  pool  and  those  selling  outside  the  pool,  since 
people  who  are  dissatisfied  with  one  source  of  coverage  can  express  their 
dissatisfaction  by  securing  coverage  in  the  other  market.  Such  competition  will 
work  well,  however,  only  if  the  rules  which  govern  the  marketing  and  sale  of 
health  coverage  ensure  that  competition  among  plans  selling  coverage  through  the 
purchasing  pool  and  outside  the  pool  is  fair  and  on  an  equal  basis.  The  rules  that 
should  be  applied  are  spelled  out  later  in  this  report. 
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4.  Participation  ia  the  purchasing  pool  should  be  open  to  people 
purchasing  cover^e  as  Individuals  and  to  employer  groups  of  2  to 
100'^  employees  in  both  the  private  and  public  sectors.  In  addition, 
groups  composed  of  more  than  100  employees  should  be  permitted  to 
purchase  cover^e  through  the  purchasing  pool  but  should  pay  a 
premium  that  reflects  the  risk  of  the  particular  group.  The  long-run 
objective  should  be  to  have  a  single  premium  structure  that  applies  to 
individuals  and  employee  groups  of  100  or  fewer.  However,  because  of 
possible  problems  related  to  the  pooling  of  the  Individual  and  small- 
group  markets,  it  may  be  necessary  initially  to  have  a  separate 
premium  structure  for  people  enrolling  as  individuals. 

The  deficiencies  of  the  current  health  plan  market  are  felt  most  acutely  by 
smaller  firms  and  individuals.  Smaller  employers  must  pay  high  administrative  costs 
to  buy  coverage;  they  have  no  market  power  to  induce  health  plans  to  offer 
products  that  provide  better  value;  and  they  are  subject  to  paying  very  high 
premiums  if  they  happen  to  pose  above-average  medical  risks.  These  problems  are 
a  burden  for  public-sector  as  well  as  private-sector  employers.  It  is  thus  appropriate 
to  have  purchasing  pools  concentrate  their  efforts  on  the  small-employer  market, 
which  represents  a  large  share  of  the  total  insurance  market  in  Montana.  (See 
Figure  6,  page  6.) 

Inclusion  of  individuals  within  the  pool  of  people  to  be  covered  through 
purchasing  pools  is  justified  since  individuals  have  particular  difficulties  in  buying 
affordable  coverage  because  of  the  especially  high  administrative  costs  associated 
with  serving  them  and  the  high  rates  charged  to  individuals  with  lower-than- 
average  health  risk.  8  However,  initial  inclusion  of  individuals  in  the  pool  with  small 
groups  could  lead  to  higher  premiums  because  of  the  effects  of  adverse  seleaion. 
Individuals  are  more  likely  than  groups  to  buy  coverage  when  they  know  they  are 
likely  to  need  medical  care  because  of  a  known  or  anticipated  medical  condition 
and  then  to  drop  coverage  when  the  need  for  services  seems  to  have  passed. 
Moreover,  unless  the  market  rules  governing  the  sale  of  individual  coverage  were 


^The  recommendation  for  including  employee  groups  of  up  to  100  is  based  on  the 
assumption  that  reforms  in  the  mles  governing  the  sale  of  health  coverage  in  the  small - 
employer  market  will  be  extended  to  apply  to  employers  of  up  to  100  employees.  If  this 
change  does  not  occur,  the  cut-off  of  100  for  non-risk-adjusted  participation  in  the 
purchasing  pool  needs  to  be  changed  to  conform  to  the  upper  limit  on  the  size  of  employer 
included  under  the  small-employer  market  reform  rules. 

^Inclusion  of  individuals  should  have  no  adverse  effect  on  premiums  in  a  system  of 
universal  coverage,  since  both  high-risk  and  low-risk  individuals  would  be  equally  included 
in  the  pool.  In  a  system  in  which  people  are  not  required  to  have  coverage,  however,  a 
purchasing  pool  that  is  open  to  individuals  is  likely  to  attract  a  disproportionate  number  of 
people  with  above-average  medical  needs.  Such  people  now  have  great  difficulty  in 
securing  affordable  coverage  because  of  the  high  rates  they  must  pay  or  because  insurers 
will  not  cover  them  at  all.  If  purchasing  pools  become  available  as  a  source  of  coverage  for 
these  people  and  they  are  charged  the  same  rates  as  everyone  else  in  the  pool,  many  will 
join  because  they  know  they  will  need  medical  coverage.  This  influx  of  sicker-than-average 
people  will  likely  cause  the  rate  for  the  pool  to  be  higher  than  it  would  otherwise  be, 
although  the  adverse  effect  on  rates  could  be  expected  to  diminish  over  time. 


17 


to  be  changed  to  prevent  risk  selection  by  all  who  sell  products  in  the  individual 
market,  the  purchasing  pool  would  likely  become  the  principal  source  of  coverage 
for  high-risk  individuals.  That  would  have  the  effect  of  driving  up  premiums  for  all 
who  participate  in  the  pool.  Thus  it  is  reasonable  to  begin  by  establishing  a 
separate  premium  struaure  for  individuals,  at  least  until  experience  demonstrates 
how  their  inclusion  in  the  small-group  pool  would  affect  the  overall  premium.  It 
may  be  appropriate,  however,  to  base  the  premium  for  individuals  on  some 
melding  of  the  experience  of  individuals  and  small  groups. 

Larger  firms — typically  those  with  100  or  more  employees — ^suffer  less  acutely 
from  problems  of  high  administrative  costs  and  risk-based  premiums.  They  are 
large  enough  to  spread  risks  internally,  the  administrative  costs  that  health  plans 
incur  in  serving  them  are  lower,  and  they  command  sufficient  market  share  that 
health  plans  are  more  willing  to  cater  to  their  needs.  The  present  market,  in  other 
words,  serves  them  better  than  it  does  small  firms  and  individuals. 

Although  individuals  and  smaller  firms  are  especially  in  need  of  the  services  of 
a  purchasing  pool,  larger  firms  may  also  benefit  by  participation,  and  their 
participation  may  benefit  others  in  the  pool  as  well.  Larger  firms  may  wish  to 
participate  simply  because  they  wish  to  avoid  the  burdens  and  expense  of 
administering  a  separate  benefits  program  for  their  employees.  They  may  be  quite 
willing  to  allow  the  purchasing  pool  to  perform  these  functions  on  their  behalf.  Or 
they  may  wish  to  allow  their  employees  to  have  a  choice  of  the  full  range  of  health 
plans  that  are  available  through  the  purchasing  pool;  providing  a  choice  of  more 
than  one  or  two  plans  is  generally  too  expensive  and  administratively  cumbersome 
for  even  larger  employers  to  do  on  their  own.  Having  such  larger  firms  participate 
in  the  purchasing  pool  will  help  the  pool  to  achieve  economies  of  scale  in 
administration  and  will  enhance  its  bargaining  power  with  health  plans. 

It  is,  however,  not  practical  to  have  larger  firms  participate  in  the  purchasing 
pool  on  a  basis  which  allows  them  to  pay  the  same  premium  charged  to 
individuals  and  small  employers  in  the  pool.  To  establish  such  a  policy  would 
almost  certainly  ensure  that  the  purchasing  pool  (and  thus  the  health  plans 
providing  coverage  through  the  pool)  would  attract  a  disproportionate  share  of 
higher-risk  larger  employers.  The  effect  would  be  to  drive  up  premiums  for  the 
small  employers  and  individuals  in  the  pool.  This  adverse  selection  danger  exists 
because  larger  firms  can  safely  self-insure,  since  they  can  adequately  spread  risks 
among  their  own  internal  population.  Larger  firms  with  an  employee  and 
dependent  population  whose  medical  risks  are,  on  average,  lower  than  those  of 
people  in  the  purchasing  pool  would  generally  be  able  to  self-insure  at  a  cost 
below  what  they  would  have  to  pay  if  they  joined  the  purchasing  pool.  Most  of 
these  firms  would  therefore  not  join  the  pool.  On  the  other  hand,  a  large  firm  with 
a  work  force  whose  risk  is  greater  than  that  of  the  people  covered  in  the 
purchasing  pool  could  save  on  health  coverage  costs  by  joining  the  pool  rather 
than  self- insuring  or  buying  insurance  coverage  for  its  work  force  elsewhere. 
Allowing  such  higher-risk  firms  in  the  purchasing  pool  on  an  unrestricted  basis 
would  force  up  premiums  for  the  smaller  employers  and  individuals  in  the  pool. 
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To  prevent  a  disproportionate  number  of  such  firms  from  joining  the  pool  and 
driving  up  the  premium,  the  pool  could  permit  larger  firms  to  join  with  the 
stipulation  that  they  pay  a  premium  that  reflects  the  risk  of  that  firm's  employees 
and  dependents. 9  Under  such  a  policy,  higher-risk  firms  would  pay  a  premium 
higher  than  the  standard  pool  premium,  and  lower-risk  firms  would  pay  a  premium 
below  the  pool  standard.  The  pool  could  reasonably  expect  to  attraa  both  some 
firms  with  higher-than-average  risk  and  some  with  lower-than-average  risk. 

5.  The  Health  Care  Authority  should  (1)  develop  a  procedure  for 
soliciting  applications  from  organizations  seeking  to  be  certified  as  a 
purchasing  pool  for  the  state  and  (2)  develop  a  process  for  certifying 
an  organization  to  serve  as  the  purchasing  pooL 

Although  the  purchasing  pool  is  not  to  be  a  state  entity,  the  functions  which  it 
performs  will  have  important  effects  on  the  citizens  of  the  state,  and  it  is  necessary 
to  have  a  procedure  for  determining  that  a  proposed  purchasing  pool  will  promote 
the  public  interest  and  can  achieve  the  objeaives  set  forth  for  the  pool.  It  is  thus 
appropriate  for  a  state  entity  to  establish  a  mechanism  for  soliciting  proposals  or 
applications  from  entities  interested  in  becoming  a  purchasing  pool  and  for 
certifying  one(s)  to  be  a  purchasing  pool(s).  The  state  review  entity  should  have 
the  discretion  to  decide  whether  it  will  solicit  applications  through  a  competitive 
request-for-proposal  process  or  whether,  instead,  to  establish  criteria  for 
considering  applications  from  interested  parties.  The  Health  Care  Authority,  given 
its  other  responsibilities  related  to  cost  containment  and  access,  appears  to  be  the 
logical  choice  for  the  state  entity  to  certify  the  purchasing  pool(s). 

6.  The  purchasing  pool  should  be  incorporated  as  a  private  not-for-profit 
entity. 

The  purchasing  pool  will  perform  important  functions  and  have  an  important 
influence  on  the  nature  of  the  health  care  system.  It  is  thus  important  that  the 
purchasing  pool  be  accountable  for  its  actions  to  those  it  serves.  If  the  pool  is  to  be 
successful  in  initiating  change,  it  needs  to  have  flexibility  and  be  responsive— to  be 
able  to  act  quickly  in  response  to  changing  circumstances,  to  be  innovative  and 
experimental,  to  be  aggressive  in  pursuing  the  interests  of  its  clientele.  If  the 
purchasing  pool  approach  is  to  succeed,  it  is  also  critical  that  business  people  have 
confidence  in  the  organization  so  that  they  are  willing  to  participate.  People  in  the 
business  community  generally  seem  more  comfortable  aligning  themselves  with 
other  private  entities.  Thus  the  Authority  recommends  that  the  purchasing  pool  be 
a  private  not-for-profit  entity. 

7.  The  governing  board  of  the  purchasing  pool  should  be  made  up 
exclusively  of  purchasers — that  is,  a  balanced  representation  of 
consumers  and  employers.  Providers,  health  plan  administrators, 
health  insurance  agents  or  brokers,  or  others  with  potential  conflicts 


^Establishing  a  valid  methodology  for  calculating  such  risk-adjusted  premiums  is  a 
chaUenge,  but  the  methodology  wiU  also  be  needed  for  other  purposes.  This  issue  is 
discussed  in  more  detail  in  the  discussion  following  Recommendation  13. 
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of  interest  because  of  their  position  as  suppliers  or  agents  of  suppliers 
of  health  services  should  not  serve  on  the  governing  board.  However, 
the  purchasing  pool  may  appoint  an  advisory  board  of  providers  and 
other  affected  parties  to  advise  the  governing  board  on  relevant  issues. 

The  purchasing  pool  must  be  accountable  to  those  it  is  designed  to  serve,  the 
people  who  purchase  health  care  coverage  and  ultimately  use  the  health  care 
services.  These  purchasers  are  employers  and  employees  and  their  dependents. 
Thus  the  governing  board  of  the  purchasing  pool  should  be  made  up  of  roughly 
equal  numbers  of  representatives  of  employers  and  employees.  The  entity 
proposing  to  be  a  purchasing  pool  should  have  discretion  in  deciding  the 
mechanism  for  selecting  and  perpetuating  its  governing  board  and  for  ensuring 
accountability  from  the  board  to  the  member  employers  and  employees.  The 
Authority  should  review  the  proposed  governance  structure  for  appropriateness  as 
part  of  its  overall  review  of  an  application  from  an  entity  seeking  to  become  a 
purchasing  pool. 

Although  the  pool's  primary  constituency  are  those  who  purchase  health 
coverage  through  the  pool,  the  interests  of  other  groups  are  obviously  affected  by 
the  pool's  actions.  It  might  be  argued  that  such  groups — for  example,  physicians 
and  other  providers — should  be  represented  on  the  board.  However,  such 
representation  would  present  formidable  conflict-of-interest  issues,  since  (as  will  be 
discussed  later)  one  of  the  major  functions  of  the  purchasing  pool  is  to  negotiate 
with  health  plans  (and  by  implication,  with  affiliated  member  providers)  over 
issues  including  premium  price  (and  thus  indirectly  compensation  of  providers), 
levels  of  service,  adequacy  of  provider  networks,  and  so  forth.  On  such  issues,  the 
health  plans  are  the  suppliers  and  the  purchasing  pool  is  the  buyer;  they  should 
thus  be  on  opposite  sides  of  the  bargaining  table. 

On  some  issues,  however,  the  purchasing  pool  may  be  able  to  benefit  from 
seeking  advice  from  providers  and  other  relevant  parties.  It  may  thus  be 
appropriate  for  the  purchasing  pool  to  establish  one  or  more  advisory  panels  of 
providers  and  others  with  a  stake  in  the  outcomes  of  the  pool's  policies  and 
decisions. 

8.  The  purchasing  pool  should  actively  negotiate  and  contract  with 
health  plans  to  get  the  best  value  for  people  covered  throv^  the  pool; 
appropriate  issues  for  negotiations  include  price,  health  plan 
efficiency,  quality  of  care,  and  service  to  underserved  groups  and 
areas.  The  purchasing  pool  should  contract  with  only  those  plans  that 
it  determines  offer  good  value. 

The  experience  of  large  employers  and  of  pooled  purchasing  arrangements  in 
place  elsewhere  shows  that  purchasers  that  aggressively  negotiate  with  health  plans 
can  reduce  premium  costs  as  well  as  exert  pressure  on  health  plans  to  improve 
efficiency,  promote  better  integration  of  the  delivery  system,  and  improve  quality  of 
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care.  10  Unless  the  purchasing  pool  is  able  to  negotiate  aggressively,  health  plans 
may  not  make  the  difficult  changes  that  are  required  to  contain  costs  and  improve 
quality.  In  Montana  (as  well  as  many  other  areas  of  the  country),  few  well- 
established,  fully  integrated  health  plans  are  in  place  to  serve  as  a  competitive 
vanguard.  Without  pressure  from  a  purchasing  pool,  existing  insurers  and  health 
plans  may  hesitate  to  undertake  the  restructuring  of  the  organization  and  delivery 
of  care  that  is  ultimately  needed.  They  may  have  only  limited  incentives  to  improve 
access  for  undeiserved  groups  unless  such  efforts  are  required  as  a  condition  for 
getting  a  contract  to  serve  more  attractive  urban  areas.  Change  may  come  too 
slowly  if  the  only  impetus  for  change  is  individual  consumers  choosing  the  most 
cost-effective  plans.   Moreover,  large  employers,  multiple  employer  welfare 
arrangements  (MEWAs),  and  similar  organizations  already  have  such  bargaining 
power.  If  the  purchasing  pool  does  not  have  similar  authority,  it  will  be  at  a 
relative  disadvantage  and  is  likely  to  be  the  viaim  of  cost-shifting  from  these  other 
market  players. 

9.  The  purchasing  pool  should  not  offer  its  own  health  plan  or  bear  any 
risk. 
Some  of  the  problems  purchasing  pools  are  designed  to  solve  could  be 
addressed  by  having  the  pool  develop  and  offer  its  own  health  plan.  It  could 
design  a  plan  to  meet  particular  objeaives,  take  on  the  risk  of  becoming  an  insurer, 
and  compete  with  existing  insurers.  However,  the  same  objectives  can  be  more 
easily  and  more  quickly  achieved  by  having  the  purchasing  pool  negotiate  with 
existing  insurers  and  health  plans  to  offer  coverage  that  achieves  the  purchasing 
pool's  objectives.  The  burden  of  making  the  kinds  of  changes  that  are  necessary 
fall  upon  existing  health  plans,  and  competition  among  these  plans  will  provide  the 
impetus  to  ensure  that  they  are  responsive.  The  purchasing  pool  need  not  start 
from  scratch  to  form  its  own  plan,  with  all  the  attendant  problems  and  delays.  And 
there  is  no  compelling  reason  why  the  pool  needs  to  take  on  risk  itself  when  it  can 
get  health  plans  to  do  that,  just  as  they  do  now. 

10.     The  rules  governing  the  small-group  market  should  permit  health 

plans  offering  products  through  the  purchasing  pool  to  price  these 

products  separately  from  other  products  sold  in  the  small-group 

market,  in  particular  to  reflect  the  differences  in  administrative  costs 

and  efficiency  of  medical  service  delivery. 

The  expectation  is  that  a  purchasing  pool  will  be  able  to  achieve  economies  of 

scale  in  marketing,  premium  colleaion,  and  enrollment,  and  thus  heal±  plans  will 

incur  lower  administrative  costs  in  selling  products  through  the  purchasing  pool. 


i°The  Health  Insurance  Plan  of  California,  for  example,  in  the  first-year  of  negotiations  was 
able  to  get  health  plans  to  offer  premiums  below  what  they  had  been  offering  for 
comparable  coverage  in  the  non-purchasing  pool  market;  many  plans  offered  lower  rates 
after  getting  feedback  that  showed  how  their  initial  bid  compared  with  those  offered  by 
other  plans.  Second-year  rates  were,  on  average,  6.27  percent  below  those  offered  in  the 
initial  year  (3.65  percent  on  a  weighted-average  basis).  Again,  a  number  of  plans  dropped 
their  rates  after  negotiations.  Source:  Personal  commuiucation  with  staff  of  Health  Insurance 
Plans  of  California,  March  1994. 
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Moreover,  if  the  pool  negotiates  effectively,  it  will  be  able  to  induce  health  plans  to 
make  changes  that  will  enable  providers  to  deliver  medical  services  at  lower  cost. 
Unless  these  economies  are  passed  on  to  purchasers  in  the  form  of  lower  premium 
prices,  a  major  purpose  of  the  purchasing  pool  will  be  negated.  If,  however,  the 
rules  governing  rating  for  the  small-group  market  were  to  be  interpreted  to  require 
health  plans  to  have  the  same  premium  for  a  product  sold  inside  and  outside  the 
pool  in  spite  of  the  differences  in  administrative  and  delivery  efficiencies,  those 
who  purchase  from  the  pool  would  not  enjoy  the  savings  attributable  to  the  pool. 
No  health  plan  could  afford  to  offer  the  non-pool  plan  at  the  price  which  reflects 
the  savings  due  to  the  pool,  since  the  non-pool  plans  are  more  costly  for  the  health 
plan.  Perhaps  the  clearest  way  to  deal  with  this  issue  is  to  recognize  the  pool-based 
produa  as  being  a  different  product  from  a  non-pool  product  that  is  identical  in 
terms  of  benefits. 

Some  may  argue  that  such  a  policy  might  permit  the  purchasing  pool  to 
negotiate  premiums  that  reflect  not  cost  savings  but  simply  discounts,  and  that  the 
result  would  be  cost  shifting  to  purchasers  buying  outside  the  pool.  The  protection 
against  this  possibility  is  the  rule  that  permits  any  small-group  purchaser  to  buy  any 
health  plan  sold  through  the  purchasing  pool.  Such  a  provision  guarantees  that 
purchasers  could  protect  themselves  from  cost-shifting  simply  by  buying  the  more 
favorably  priced  plan  offered  through  the  pool. 

11.  The  costs  of  administering  and  operating  the  purchasing  pool  should 
be  financed  by  a  fee  added  to  the  premiums  of  health  plans  sold 
through  the  purchasing  pooL  The  method  for  assessing  the  fee  should 
be  standardized  across  health  plans  and  should  be  applied  fairly 
across  purchasers  so  that  It  does  not  encour^e  risk  fragmentation  or 
pose  barriers  to  participation  by  some  purchasers. 

The  purchasing  pool  will,  of  course,  incur  costs  in  carrying  out  its  aaivities. 
Since  the  benefits  of  these  activities  will  accrue  to  the  people  who  purchase 
coverage  through  the  pool,  it  is  appropriate  that  they  pay  for  these  costs.  The 
simplest  and  most  obvious  way  to  accomplish  this  objective — and  the  approach 
used  by  virtually  all  purchasing  pools — is  to  have  the  pool  add  an  administrative 
fee  to  the  premium  that  is  charged  to  those  who  purchase  health  plan  coverage 
through  the  pool.  It  is  important  that  the  method  of  assessment  be  fair  and 
essentially  the  same  for  all  plans  so  as  not  to  put  any  plan  at  an  advantage  or 
disadvantage  relative  to  competitors.  Similarly,  although  it  may  be  necessary  to 
impose  different  fees  for  some  categories  of  purchasers  than  for  others  (perhaps 
because  of  differences  in  the  cost  of  serving  the  different  groups),  the  differences 
need  to  be  justifiable  and  not  so  high  as  to  pose  barriers  to  participation. 

12.  Employees  of  participating  groups  should  be  permitted  to  select  any 
health  plan  offered  through  the  purchasing  pool;  that  is,  employers 
should  not  be  permitted  to  limit  employees'  choice  of  plans. 

Currently,  employers  that  offer  health  coverage  decide  which  insurers  or  health 
plans  to  contract  with.  If  the  employer  offers  more  than  one  plan,  employees 
usually  may  choose  any  of  the  plans.  One  of  the  advantages  of  the  purchasing 
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pool  approach  is  that  a  larger  number  of  plans  is  available  to  all  who  purchase 
through  the  pool.  It  would  be  possible  to  continue  current  practice  and  have  the 
employer  choose  which  of  the  pool  plans  to  offer  to  employees,  but  there  is  no 
compelling  reason  to  follow  that  course.  Under  the  pool  approach,  employers 
contribute  a  fixed  amount  regardless  of  the  plan  the  employees  choose;  so  their 
cost  is  not  affected  by  the  employee's  choice  of  any  particular  plan. 

The  better  approach  is  to  ensure  that  each  employee  can  choose  from  any  plan 
offered  through  the  pool.  In  a  market  economy,  the  guiding  principle  is  that 
individual  consumers  are  in  the  best  position  to  determine  which  products  and 
services  best  meet  their  needs.  Few  products  are  more  personal  than  health  care, 
and  people  place  high  value  on  being  able  to  choose  their  own  doctors  and 
hospitals.  As  health  plans  move  to  systems  which  provide  strong  incentives  for 
enroUees  to  use  a  selected  network  of  providers,  a  choice  of  a  health  plan  often 
means  a  choice  of  a  particular  set  of  providers.  If  the  employer  chooses  the  health 
plan,  the  employer  decides  which  providers  will  be  available  to  employees. 

Giving  employees  choice  also  has  the  advantage:  when  people  change  jobs 
and  move  to  another  employer  that  participates  in  the  purchasing  pool,  they  will 
not  need  to  change  health  plans  and  can  stay  with  the  same  providers.  Continuity 
and  quality  of  care  is  enhanced.  Employee  choice  also  ensures  that  the  ultimate 
consumers  of  health  care  will  decide  the  outcome  of  competition  among  health 
plans.  Plans  that  are  most  successful  in  meeting  the  needs  of  patients  will  be  the 
ones  that  enrollees  select  and  the  ones  that  prosper. 

13-  The  Insurance  Commission,  in  consultation  with  the  Health  Care 
Authority,  should  study  the  feasibility  of  developing  and  applying  a 
risk- adjustment  methodology  for  the  small-employer  and  individual 
markets.  Risk  adjustment  would  be  used  to  neutralize  cost  differences 
among  health  plans  that  are  due  solely  to  the  difference  in  the  risk 
profiles  of  people  enroUed  in  those  plans. 

A  key  to  ensuring  that  plans  compete  on  the  basis  of  efficiency,  quality,  and 
service  is  to  eliminate  any  cost  advantages  or  disadvantages  that  are  due  to  the 
health  risks  of  the  plan's  enrolled  population.  If  a  plan  has  a  relatively  low-risk 
enrolled  population,  it  may  be  able  to  offer  lower  premiums  even  if  it  is  not 
particularly  efficient.  It  could  gain  market  share  at  the  cost  of  other  plans  that  are 
more  efficient  but  whose  enrollees  are  more  expensive  to  cover.  Preventing  plans 
from  intentionally  selecting  low-risk  groups  is  the  first  step  to  ensuring  fair 
competition.  But  even  with  appropriate  rules  to  ban  intentional  risk  selection,  some 
plan-to-plan  risk  differences  will  occur — ^some  the  result  of  chance,  others  because 
people  of  certain  types  are  drawn  to  certain  kinds  of  plans.  To  offset  advantages  or 
disadvantages  due  to  difference  in  plans'  risk  profiles,  it  is  desirable  to  have  a 
process  for  adjusting  for  risk  differences.  In  essence,  this  is  a  methodology  for 
transferring  funds  from  plans  with  below-average-risk  enrollees  to  those  with 
above-average-risk  enrollees.  (The  existence  of  such  a  process  also  reduces  the 
incentives  for  plans  to  engage  in  risk  selection,  although  no  risk-adjustment  process 
can  do  a  perfea  job  of  offsetting  risk  differences  among  plans.) 
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Risk  adjustment  is  still  a  relatively  undeveloped  art.  There  is  little  real-world 
experience,  and  much  work  is  being  done  to  design  workable  risk- adjustment 
systems.  The  process  of  administering  a  risk-adjustment  process  is  likely  to  require 
a  substantial  effort  and  entail  significant  costs.  In  the  short-run,  it  is  possible  to 
operate  a  purchasing  pool  without  a  risk-adjustment  process  in  place,  as  the 
California  HIPC  has  done.  The  performance  of  the  system  in  the  long  run, 
however,  is  likely  to  be  better  if  it  includes  good  risk-adjustment  to  ensure  the  all 
health  plans  are  competing  on  a  level  playing  field.  It  is  thus  appropriate  that  work 
be  done  to  determine  the  feasibility  of  implementing  a  risk-adjustment  process  for 
the  small-employer  and  individual  markets.  Given  the  relevance  of  the  issue  to 
other  insurance  issues,  the  Insurance  Commission  is  an  appropriate  agency  to  do 
such  a  study,  in  consultation  with  the  Health  Care  Authority. 

One  of  the  issues  that  the  study  will  need  to  consider  is  whether  the  risk 
adjustment  process  should  apply  to  plans  sold  outside  the  purchasing  pool,  as  well 
as  to  those  sold  through  the  pool.  In  a  voluntary  market,  plans  selling  through  the 
purchasing  pool  are  competing  with  plans  sold  outside  the  pool.  To  put  the 
competition  on  the  fairest  basis,  the  risk-adjustment  process  would  apply  to  all 
plans  that  compete  with  one  another.  Otherwise,  a  plan  outside  the  purchasing 
pool  that  has  a  relatively  low-risk  population  could  offer  a  price  that  appears  more 
attractive  than  that  offered  by  pool-based  plans  even  after  risk-adjustment  among 
the  pool-based  plans.  It  is  clear,  however,  that  extending  risk-adjustment  to  non- 
pool  plans  adds  considerably  to  the  complexity  of  the  process,  especially  if  non- 
pool  plans  are  not  required  to  offer  a  limited  set  of  standard  benefit  packages.  The 
number  of  health  plans  involved  could  be  large  enough  that  the  process  of 
calculating  and  then  making  inter-plan  transfers  becomes  administratively 
burdensome. 

Another  issue  to  be  considered  is  who  will  have  responsibility  for  developing 
and  administering  the  risk-adjustment  process.  If  risk  adjustment  were  to  be 
applied  only  to  plans  offering  coverage  through  the  purchasing  pool  itself,  the  pool 
might  appropriately  take  responsibility  for  managing  the  risk-adjustment  process 
(although  it  could  contract  out  for  day-to-day  operations).  It  would  have  the 
authority  to  require  plans  to  provide  needed  information,  ready  access  to  that 
information  and  other  data  to  facilitate  the  process,  and  it  would  have  already 
established  financial  arrangements  with  plans  (through  premium  collection  and 
distribution)  so  that  transfers  would  be  relatively  easy  to  carry  out.  If,  on  the  other 
hand,  risk  adjustment  were  to  be  applied  across  the  entire  small-group  and 
individual  market,  the  task  might  be  more  appropriately  assigned  to  a  higher-level 
agency,  most  likely  government. 

14  As  part  of  responsibilities  already  assigned  to  it,  the  Health  Care 
Authority  should  work  toward  developing  measures  that  would  allow 
consumers  to  knowledgeably  and  readily  compare  the  performance  of 
health  plans  with  respect  to  cost,  quality,  consumer  satisfaction,  and 
health  outcomes. 
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Consumers  can  make  informed  choices  to  detemitne  which  plan  offers  the  best 
value  only  if  they  have  good  information  about  plan  characteristics  and 
performance.  Ideally,  such  information  would  include  measures  of  medical  and 
health  outcomes.  A  minimal  amount  of  such  information  is  available  today, 
although  efforts  are  underway  to  develop  valid  outcomes  measures  that  can  be 
collected  at  a  reasonable  cost.  What  can  be  readily  assembled  currently  is 
information  about  consumer  satisfaction,  the  frequency  with  which  health  plans 
provide  needed  services  (such  as  vaccinations,  mammograms,  prenatal  and  well- 
baby  checkups,  etc.),  levels  of  service  and  convenience,  accessibility  of  specialists, 
etc. 

Since  competition  occurs  across  the  whole  market,  consumers  would  be  best 
served  by  a  process  which  provided  performance  measures  for  all  health  plans 
offering  coverage  in  the  small-group  and  individual  markets,  not  just  those  offering 
coverage  through  the  purchasing  pool.  The  problem  is  that  the  number  of  plans 
could  be  very  large,  which  would  make  the  process  expensive.  lS4oreover,  fee-for- 
service  plans,  which  do  not  have  networks  of  providers,  have  no  real  basis  for 
measuring  performance;  that  is,  since  people  can  choose  any  provider,  there  is  no 
real  way  that  the  insurer  can  be  held  accountable  for  the  performance  or  level  of 
access  to  these  providers. 

Information  on  the  performance  of  plans  sold  through  the  purchasing  pool 
would  be  more  easily  provided.  Plans  can  be  required  to  provide  necessary  data 
and  to  cooperate  with  all  efforts  to  measure  performance  as  a  condition  of  their 
contracts  with  the  pool.  The  pool  authorities  will  be  in  a  good  position  to  monitor 
plan  service  levels,  to  measure  disenroUment  rates  and  determine  why  people 
disenroll,  and  to  assess  other  aspects  of  health  plan  behavior.  The  case  for 
concentrating  on  the  pool-based  plans  is  strong.  On  the  other  hand,  doing  such 
monitoring  and  assessments  of  plan  performance  can  involve  substantial  costs — 
costs  which  must  ultimately  be  refleaed  in  the  premiums  charged  by  the  plans.  If 
only  plans  in  the  purchasing  pool  bear  such  costs,  they  are  at  a  cost  disadvantage 
relatively  to  plans  selling  outside  the  pool  who  do  not  have  to  report  on  their 
performance. 

The  Health  Care  Authority  already  has  numerous  responsibilities  related  to 
informing  consumers  about  the  cost  and  quality  of  care  provided  in  the  state.  Thus 
it  seems  appropriate  to  assign  the  responsibility  for  developing  performance 
measures  for  health  plans  to  the  Authority,  particularly  since  it  has  been  granted 
the  authority  to  secure  information  from  health  plans  that  would  be  necessary  to 
fulfill  this  task. 

Recommendations  Regarding  i\/larl<et  Ruies  Related 
to  Purchasing  Poois      

If  the  purchasing  pool  is  to  achieve  its  objeaives,  the  rules  which  govern  the 
sale  of  health  plans  to  employers  with  100  or  fewer  employees  must  meet  certain 
tests.  In  general,  the  rules  must  ensure  that  competition  among  all  participants  in 
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the  small-group  market  is  fair  and,  in  particular,  that  it  is  not  based  on  the  ability  to 
skim  off  low-risk  people.  The  particular  danger  is  that  the  purchasing  pool  will 
suffer  from  adverse  selection — that  is,  that  it  will  end  up  with  a  disproportionate 
number  of  higher-risk  people.  In  this  circumstance,  the  cost  of  paying  for  these 
people's  medical  expenses  would  require  pool-based  plans  to  charge  premiums 
significantly  higher  than  the  premiums  of  plans  offered  outside  the  pool.  Some  of 
the  market  provisions  necessary  for  the  successful  operation  of  a  purchasing  pool 
are  outlined  below.  (In  some  instances  where  current  law  addresses  the  issue,  the 
status  of  the  current  law  is  indicated  following  the  rationale  for  the  proposed 
change.) 

15.  In  general,  market  conduct  rules  should  apply  uniformly  to  all  health 
plans  offering  products  in  both  the  small-group  and  individual 
markets^^  and  should  apply  to  products  sold  inside  and  outside  the 
purchasing  pooL 

If  competition  among  health  plans  is  to  be  fair,  and  perhaps  more  importantly, 
if  it  is  to  achieve  the  desired  objeaives  of  encouraging  better  performance,  all  the 
competitors  need  to  play  by  the  same  rules.  Since  participation  in  the  purchasing 
pool  is  voluntary,  products  sold  through  the  pool  will  compete  with  products  sold 
outside  the  pool.  Therefore  the  same  rules  should  apply  to  health  plans  selling 
outside  the  pool  and  to  those  participating  in  the  pool.  Since  the  intention  is  to 
allow  individuals  as  well  as  small  employers  to  purchase  coverage  through  the 
pool,  the  same  principles  need  to  apply  to  the  individual  market  as  well. 

16.  Small-employer  insurance  reforms  should  be  extended  to  apply  to 
health  plan  and  insurance  products  sold  to  groups  with  up  to  100 
employees. 

The  present  small-group  reform  legislation  applies  only  to  employers  with  25  or 
fewer  employees.  The  rationale  for  extending  this  to  groups  of  up  to  100  is  that  the 
purchasing  pool  is  to  be  available  to  employers  of  up  to  this  size  at  a  standard 
premium  rate.^^  Unless  all  health  plans  that  sell  coverage  to  employers  with  up  to 
100  workers  are  subject  to  appropriate  market  rules  to  prevent  risk  selection,  the 
health  plans  selling  outside  the  purchasing  pool  would  seek  out  the  low-risk 
groups,  making  the  pool  a  "dumping  ground"  for  high-risk  employers  in  this  size 
category.  The  result  of  this  adverse  seleaion  would  be  a  premium  rate  that  would 
quickly  become  uncompetitive,  and  the  purchasing  pool  would  likely  fail  in  its 


^^An  exception  is  recommended  regarding  the  requirement  for  guaranteed  issue  of 
coverage;  the  recommendation  is  that  health  plans  serving  the  individual  market  be 
required  to  offer  open  enrollment  for  one  month  every  two  years.  (See  Recommendation 
21.) 

^^As  noted  earlier,  the  reason  for  allowing  firms  of  up  to  100  employees  to  participate  in 
the  purchasing  pool  is  that  firms  in  this  size  category  are  too  small  to  spread  risks  internally 
and  thus  cannot  safely  self-insure.  They  are  also  thus  likely,  in  the  present  market,  to  face 
high  premiums  if  their  employees  happen  to  have  a  higher-than-average  risk  of  needing 
health  services.  Allowing  these  employers  to  purchase  through  the  purchasing  pool 
mitigates  this  problem,  since  the  risk  is  spread  across  all  who  purchase  through  the  pool. 
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objective  of  extending  affordable  coverage  to  people  who  are  now  not  well  served 
by  the  current  insurance  market. 

17.     Premium  rating  differences  should  be  based  only  on: 
age; 

geography; 

cost  containment  provisions; 

whether  the  product  is  offered  through  the  purchasing  pool; 
limited  discounts  for  healthful  lifestyles; 
benefit  plan  design  (including  cost-sharing);  and 
subscriber/family  composition. 

Montana,  like  many  states,  has  adopted  legislation  to  achieve  a  compression  of 
premiums  for  the  small-group  market.  The  general  intent  is  to  dramatically  reduce 
the  extent  to  which  premiums  are  based  on  the  aaual  cost  experience  and  risk 
profile  of  each  group  and  to  spread  the  risk  more  broadly  among  high-risk  and 
low-risk  groups.  The  general  principle  is  that  rate  differences  should  reflect 
differences  in  plan  efficiency,  levels  of  service  and  convenience,  degree  of  choice 
of  providers,  and  similar  factors  which  distinguish  one  plan  from  another.  The 
general  intent  is  to  eliminate  health  risk  as  a  major  basis  for  determining  the 
premium  that  a  group  or  individual  pays.  As  noted  in  detail  below,  current  law  in 
Montana,  while  moving  in  this  direaion,  still  allows  health  plans  to  vary  rates 
based  on  a  number  of  factors  that  reflect  difference  in  group  risk. 

What  is  proposed  here  is  to  limit  the  rating  faaors  to  only  a  few,  and  to  faaors 
that  generally  do  not  reflea  risk.  While  health  risk  is  related  to  age,  allowing 
modest  rating  differences  for  age  is  probably  desirable  to  prevent  large  premium 
increases  for  young  workers,  who  often  have  low  incomes  and  might  drop 
coverage  if  faced  with  a  large  rate  increase.  Geography  may  be  justified  as  a  rating 
factor  to  reflect  real  cost  differences  between  rural  and  urban  areas  and  perhaps 
between  different  urban  areas.  Since  the  objeaive  is  to  encourage  efforts  to  be 
more  efficient,  it  is  also  appropriate  to  have  rates  reflea  differences  in  cost- 
containment  provisions. 

Since  the  purchasing  pool  is  to  use  its  negotiating  power  to  encourage  plans  to 
meet  the  needs  of  enrollees  and  to  become  more  efficient,  it  is  important  that  the 
results  of  these  negotiations  be  reflected  in  the  price  offered  to  purchasing  pool 
customers.  Discounts  for  enrollees  who  maintain  healthful  lifestyles  may  be 
appropriate  as  a  way  of  providing  incentives  for  people  to  alter  behavior,  although 
such  arrangements  involve  difficult  judgments  about  what  is  "good"  and  "bad" 
behavior  and  the  extent  to  which  people  really  are  responsible  for  their  behavior. 

Differences  in  benefit  plan  design  and  the  number  of  people  covered  in  a 
family  clearly  have  an  effect  on  costs  independent  of  plan  efficiency  and  should 
thus  be  reflected  in  premiums.  ^3 


^^For  a  detailed  discussion  of  reasons  for  using  some  rating  factors  and  for  prohibiting  the 
use  of  others,  see  Appendix  B. 
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Current  Law 

The  current  Montana  small-group  reform  law  has  produced  substantial 
compression  of  rates  but  still  allows  much  variation.  Rates  for  small  employers  with 
similar  case  characteristics  cannot  vary  by  more  than  a  ratio  of  2:1.^'^  Case 
characteristics  are  defined  as  demographic  or  other  relevant  small-employer 
characteristics  as  determined  by  the  insurer.  For  example,  case  characteristics  might 
include  age,  group  size,  industry/occupation,  and  geography.  Current  law  allows 
insurers  to  vary  rates  by  a  faaor  of  two  for  groups  uHth  similar  case  characteristics. 
The  language  on  case  characteristics  gives  insurers  latitude  to  vary  rates  by  much 
more  than  two-fold.  For  example,  age  is  a  common  case  characteristic,  and  rates 
can  vary  based  on  this  factor  alone  by  a  ratio  of  4:1  (from  a  20  year  old  to  60  year 
old  individuals).  Employer  group  size  and  industry  are  also  common  case 
characteristics.  The  law  places  a  limit  of  plus  or  minus  15  percent  on  the  extent  of 
adjustments  based  on  industry;  this  is  a  1.35:1  ratio.  Geography  is  another  common 
case  characteristic,  and  insurers  can  often  vary  rates  two-fold  or  more  on  this  basis. 
In  some  cases,  excessive  geographic  adjustments  have  been  used  by  insurers  to 
redline  certain  geographic  areas.  The  law  specifies  that  "other  objeaive  faaors"  can 
also  be  used  as  case  characteristics. 

In  summary,  when  the  case  characteristic  adjustments  are  combined  with  other 
permitted  adjustments  (within  a  class  and  between  classes),  insurers  could  vary 
rates  ten-fold  or  more.  This  creates  myriad  opportunities  for  insurers  to  compete 
based  on  risk  fragmentation  rather  than  on  cost  effectiveness.  The  Authority's 
recommendations  to  limit  the  number  of  rating  factors  is  designed  to  curtail  such 
fragmentation. 

1&  Premium  differences  based  on  age  should  not  be  permitted  to  exceed  a 
ratio  of  3:1.  Rules  regarding  premium  variation  by  geography  should 
be  defined  by  the  Insurance  Commission  based  on  an  assessment  of 
the  need  for  geographic  adjustments,  including  specifications  on  the 
overall  rate  variation  allowed  by  geography  and  the  (minimum) 
geographic  areas  that  could  be  used  by  insurers  in  establishing  rates. 
The  Insurance  Commission  should  also  be  responsible  for  specifying 
the  limits  and  approving  the  use  of  any  premium  adjustments  for 
healthy  lifestyles  and  wellness  programs  and  should  have  the 
authority  to  specify  standard  family  composition  categories^  to  be 
used  by  insurers  in  the  small-employer  and  individual  markets. 


I'^Within  a  class  of  business,  insurers  may  vary  rates  for  groups  with  similar  case 
characteristics  by  no  more  than  25  percent  above  or  below  an  index  rate,  which  translates 
into  a  high-to-low  ratio  of  1.66  to  1  within  a  class  (for  example,  if  100  is  the  index  rate,  125 
would  be  the  high  and  75  would  be  the  low,  and  125/75  =  1.66).  Furthermore,  insurers  may 
vary  rates  by  class  of  business,  but  the  index  rate  for  the  highest  rated  class  can  be  no  more 
than  20  percent  above  the  index  rate  for  the  lowest  rated  class.  The  combination  of  the 
between-class  limit  and  the  within-class  limit  translates  into  an  overall  variation  for  groups 
of  similar  case  characteristics  of  no  more  than  2.0  to  1  (1.666  xl. 2=1.999  to  1). 
^^That  is,  premium  differences  based  on  family  composition  should  be  limited  to  the 
following  four  categories,  as  defined  by  the  Insurance  Department:  employee  only; 
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Although  some  variation  based  on  age  and  geography  may  be  appropriate, 
limits  are  necessary  to  prevent  these  rating  factors  from  being  used  as  a  way  to  risk 
select  and  from  making  coverage  unaffordable  for  some  groups.  This  can  be 
accomplished  by  specifying  the  maximum  rate  variation  permiued  after  applying 
these  factors.  Because  the  nature  of  health  care  markets  can  vary  from  area  to  area 
and  over  time,  the  Insurance  Commission  should  have  flexibility  in  defining  the 
specifics  of  geographic  rating  areas.  Standardization  of  family  composition 
categories  makes  it  easier  for  consumers  to  readily  compare  health  plan  premium 
prices  and  reduces  opportunities  for  risk  fragmentation. 

19-     Premiums  for  individuals  and  premiums  for  small-employer  groups 
may  be  calculated  separately. 

The  dangers  of  adverse  selection  are  greater  in  the  individual  market  than  in 
the  group  market.  Because  of  medical  underwriting  practices,  many  high-risk 
individuals  have  been  denied  coverage  in  the  past.  If  health  plans  are  prohibited 
from  denying  coverage  for  medical  reasons,  a  high  proportion  of  these  individuals 
can  now  be  expected  to  buy  coverage.  If  these  people  are  rated  in  the  same  pool 
as  small  employers,  the  premium  is  likely  to  be  higher  than  it  would  otherwise  be. 
This  phenomenon  is  less  likely  to  appear  when  insurers  in  the  group  market  are 
required  to  guarantee  issue  because  most  (but  not  all)  group  plans  cover  both  low- 
risk  and  high-risk  individuals  in  the  group  when  the  group  is  insured.  So  there  are 
not  large  numbers  of  high-risk  employees  waiting  to  be  permitted  to  buy  coverage 
when  market  mles  change.  Moreover,  for  reasons  noted  earlier,  individuals  are 
probably  more  likely  to  postpone  buying  coverage  untU  they  anticipate  a  need  for 
medical  services.  As  a  consequence,  putting  individuals  and  small  groups  in  the 
same  rating  pool  might  force  up  the  premium  to  the  point  that  many  small  groups 
that  might  o±erwise  purchase  coverage  forego  coverage  entirely.  Until  experience 
shows  just  how  different  the  risk  profile  of  the  small-group  and  individual  markets 
is,  it  may  be  appropriate  to  have  individuals  and  small  groups  rated  separately. 
20.     AU  health  plans  operating  in  the  individual  market  should  have  an 
open  enrollment  period  of  at  least  30  days  once  every  two  years  at  a 
standard  time  specified  by  the  Insurance  Commission.  During  this 
open  enrollment  period,  no  person  applying  for  coverage  is  to  be 
rejected  because  of  his  or  her  health  status  (standard  prior  condition 
exclusions  may  be  appUed).  People  who  have  experienced  a  change  in 
job  status  or  family  status  and  who  have  not  had  a  break  in  cover^e 
exceeding  60  days  must  be  permitted  to  enroU  at  any  time  during  the 
year  at  standard  premium  rates. 

In  the  individual  market,  it  is  probably  not  praaical  to  require  that  health  plans 
make  their  products  avaUable  on  a  guaranteed-issue  basis  (that  is,  avaUable  without 
restriction  at  any  time  an  individual  wishes  to  enroll).  As  noted  previously,  the 


employee  and  spouse;  employee  and  children;  and  employee,  spouse,  and  children 
Premiums  for  the  employee  and  spouse  should  be  twice  the  premium  for  the  employee 
alone  (to  be  in  conformity  with  the  state  unisex  law). 
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danger  is  that  people  will  wait  until  they  know  they  need  expensive  medical  care 
to  buy  coverage;  they  may  then  drop  coverage  once  they  conclude  the  crisis  is 
over.  Such  behavior  is  inconsistent  with  the  basic  principles  of  insurance.  To 
ensure  that  people  maintain  coverage  during  periods  of  both  sickness  and  health, 
the  rules  have  to  make  it  impraaical  for  someone  to  wait  until  they  are  sick  to  buy 
coverage  and  yet  ensure  that  high-risk  people  are  not  denied  coverage  entirely. 
The  approach  recommended  here  seeks  to  achieve  that  balance:  it  guarantees  that 
for  one  month  of  every  two  years,  individuals  can  buy  coverage  regardless  of 
health  status,  but  if  they  choose  not  to  do  so,  they  are  not  guaranteed  of  getting 
coverage  until  two  years  have  passed.  The  approach  makes  it  difficult  for 
individuals  to  wait  to  buy  coverage  until  they  know  they  will  need  medical  care, 
because  they  have  to  be  able  to  predict  their  medical  needs  two  years  into  the 
future.  They  thus  take  a  substantial  risk  in  waiting  to  buy  coverage. 

21.  Insurers  and  those  marketing  products  in  the  small-employer  market 
should  be  required  to  fiiUy  disclose  and  fairly  and  affirmatively  market 
their  guaranteed-issue  products. 

Current  Montana  law  requires  small  employer  carriers  to  disclose  their  rules  on 
preexisting  condition  exclusions  and  policy  renewability  and  to  specify  the  factors 
that  can  affect  premiums.  Such  disclosure  provisions  help  employees  make 
informed  decisions  when  choosing  health  plans.  However,  more  encompassing 
disclosure  requirements  are  needed.  Requiring  insurers  to  offer  coverage  on  a 
guaranteed-issue  basis  may  be  a  hollow  gesture  if,  at  the  point  of  sale,  health  plans 
and  their  distribution  agents  do  not  affirmatively  disclose  all  products  available. 
Therefore,  the  law  should  also  require  health  plans  and  their  distribution  agents  to 
affirmatively  disclose  all  products  made  available  on  a  guaranteed-issue  basis. 
Implementation  of  such  a  requirement  would  ensure  that  small  employers  and  their 
employees  have  a  broad  range  of  plans  from  which  to  choose  and  would  prevent 
carriers  from  using  benefit  design  to  segment  risk. 

22.  State  authorities  should  prevent  lower-risk  groups  from  attempting  to 
evade  application  of  the  small-group  market  reforms.  In  particular,  the 
state  should  prevent  low-risk  smaller  groups  that  buy  stop-loss 
insurance  or  similar  Insurance  coverage  from  claiming  that  they  are 
self-insured  and  thus  exempt  from  state  regulation  under  the 
provisions  of  the  Employee  Retirement  and  Income  Security  Act 
(ERISA). 

To  achieve  this  end,  the  state  shovdd  have  clear  authority  to  stipulate 
that  a  product  sold  to  a  group  of  100  or  fewer  employees  that  involves 
risk  sharing  (1)  is  an  insured  product  and  is  therefor  subject  to  the 
regulations  governing  the  sale  of  products  in  the  small-group  market, 
and  (2)  must  cover  at  least  a  minimnnn  set  of  medical  benefits  and  a 
reasonable  minimum  proportion  of  the  expenses  for  covered  services. 

The  purchasing  pool  can  succeed  in  offering  attraaive  rates  only  if  its  enrollees 
represent  a  cross  seaion  of  the  population  in  terms  of  their  health  risks.  If  the 
intent  of  small-group  market  reform  and  formation  of  the  purchasing  pool  is  to  be 
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achieved,  it  will  be  essential  to  prevent  seepage  of  low-risk  populations  out  of  the 
pool  of  groups  that  are  subjea  to  appropriate  market  rules.  Lower-risk  groups 
might,  in  the  absence  of  efforts  to  prevent  such  action,  attempt  to  evade  the 
purpose  of  market  reform  by  claiming  they  are  self-insured  and  thus  exempt  under 
provisions  of  ERISA  (which  prohibits  states  from  regulating  self-insured  benefit 
plans).  However,  groups  with  100  or  fewer  employees  cannot  safely  self-insure, 
and  most  groups  of  this  size  that  claim  to  be  self-insured  in  fact  buy  stop-loss 
coverage  that  leaves  the  covered  group  with  a  minimum  of  risk  exposure;  that  is, 
they  are  liable  only  for  some  relatively  small  fixed  amount  of  claims,  and  after  they 
have  incurred  that  cost,  the  stop-loss  coverage  begins  to  pay. 

Ways  need  to  be  found  to  prevent  such  seepage— that  is,  to  ensure  that  stop- 
loss  coverage  is  not  used  by  low-risk  small  groups  as  a  way  of  separating 
themselves  out  from  the  rest  of  the  small-group  market.  States  appear  to  have  the 
authority  to  regulate  such  activity  by  regulating  the  stop-loss  insurers  and  making 
them  subject  to  the  small-group  market  rules.  But  to  ensure  that  stop-loss  coverage 
is  not  sold  under  another  name,  the  state  should  require  that  all  plans  that  involve 
risk-spreading  meet  minimum  specifications  with  respect  to  coverage. 
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Appendix  A:  Data  on  Health 
Coverage  in  Montana 


Table  A-l 

Proportion  of  Employers  That  Offer  Coverage,  by  Employer  Size 


Cumulative 

Percent 

Number  of 

Number  of 

Employers 

Cumulative 

Cumulative 

Employers 

Employers 

in  Category 

Percent 

Employer  Size 

Number  of 

Number  of 

Offering 

Offering 

Offering 

Offering 

Category 

Employers 

Employers 

Coveraqe 

Coverage 

Coverage 

Coverage 

Fewer  than  3 

555 

555 

86 

86 

15% 

15% 

3-9 

2,660 

3,215 

1,035 

1,121 

39% 

35% 

10-25 

1.062 

4,277 

715 

1,836 

67% 

43% 

26-50 

377 

4,654 

292 

2,128 

77% 

46% 

51-100 

170 

4,824 

152 

2,280 

89% 

47% 

101-499 

104 

4,928 

95 

2,375 

91% 

48% 

500  or  rrxjre 

18 

4,946 

16 

2,391 

89% 

48% 

All  Employers 

4,946 

2,391 

48% 

Source:  Montana  State  Auditor's  Office  and  Montana  Department  of  Labor  and  Industry 

Table  A-2 

Proportion  of  Employers  Offering  Coverage  That  Also  Contribute  to  the  Premium,  by  Employer 

Size 


Cumulative 

Cumulative 

Number  of 

Percent  of 

Number  of 

Percent  of 

Cumulative 

Employers 

Employers 

Employers 

Employers 

Nunrter  of 

Number  of 

Offering 

Offering 

Offering 

Offering 

Employers 

Employers 

Coverage 

Coverage 

Coverage 

Coverage 

Employer 

Offering 

Offering 

Ttiat 

That 

That 

That 

Size 

Coverage 

Coverage 

Contribute 

Contribute 

Contribute 

Contribute 

Fewer  than  3 

86 

86 

65 

76% 

65 

76% 

3-9 

1,035 

1,121 

891 

86% 

956 

85% 

10-25 

715 

1,836 

631 

88% 

1,587 

86% 

26-50 

292 

2,128 

252 

86% 

1,839 

86% 

51-100 

152 

2,280 

141 

93% 

1.980 

87% 

101-499 

95 

2,375 

86 

91% 

2,066 

87% 

500+ 

16 

2,391 

13 

81% 

2.079 

87% 

All  Employers 

2,391 

2,079 

87% 

Source:  Montana  State  Auditor's  Office  and  Montana  Department  of  Labor  and  Industry 
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Table  A-3 

Source  of  Coverage,  by  Employer  Size 


Number  of 

Percent 

Percent 

Employers 

Blue  Cross 

Blue  Cross 

Cumu- 

Private 

Percent 

Cumu- 

Trade 

Trade 

Cumu- 

Employer Size 

Ottering 

and  Blue 

and  Blue 

lative 

Insurance 

Private 

lative 

Associ- 

Associ- 

lative 

Category 

Coverage 

Shield 

Shield 

Percent 

Company 

Insurance 

Percent 

ation 

ation 

Percent 

Fewer  than  3 

86 

29 

34% 

34% 

46 

53% 

53% 

8 

9% 

9% 

3^ 

1.035 

379 

37% 

36% 

502 

49% 

49% 

167 

16% 

16% 

10-25 

715 

231 

32% 

35% 

313 

44% 

47% 

161 

23% 

18% 

26-50 

292 

98 

34% 

35% 

115 

39% 

46% 

68 

23% 

19% 

51-100 

152 

44 

29% 

34% 

65 

43% 

46% 

34 

22% 

19% 

101-499 

95 

26 

27% 

34% 

37 

39% 

45% 

15 

16% 

19% 

500+ 

16 

6 

38% 

34% 

0 

0% 

45% 

1 

6% 

19% 

All  Employers 

2.391 

813 

34% 

1.078 

45% 

454 

19% 

Note:  An  employer  may  Indicate  more  than  one  source  ol  coverage.  Thus  the  sources  of  coverage  are  not  mutually  exclusive. 

Table  A-4 

Montana  Employment  and  Earnings,  by  Employer  Size 


Number  of  Employees: 

0 

1to4 

Sto9 

10  to  25 

26  to  49 

50  to  99 

100  to 
499 

500  or 
more 

Total 

Number  ol  Employers 
Number  ol  Employees  All  Rrms 
In  Size  Category 

3.260 

14.001 
30,042 

5.727 
37.822 

4.340 
66.055 

1.350 
46.924 

639 
43.873 

384 
68.390 

38 
33.436 

29.739 
326.542 

Average  Numlier  ol  Employees 
perRrm 

— 

2 

7 

15 

35 

69 

178 

880 

11 

Average  Per  Worker 
Annualized  Earnings 

$16,356 

$15,975 

$17,435 

$18,403 

$19,488 

$22,548 

$25,093 

$19,528 

Source:  Montana  Department  ol  Labor.  Employment  data  lor  June  1993.  Wage  data  based  on  second  quarter  1993. 


34 


Appendix  B:  Rating  Factors 


Desirable  Rating  Factors 


Age 


For  small  employers,  age  is  perhaps  the  single  most  important  determinant  of 
premiums.  Individuals  who  are  sixty  years  old  incur  roughly  three  to  four  times  the 
medical  expenses  of  twenty  year  olds.  Younger  individuals  also  tend  to  earn  less. 
As  a  result,  age  rating  tends  to  be  progressive  in  nature.  For  this  reason,  where  the 
purchase  of  coverage  is  voluntary,  the  use  of  age  rating  will  likely  result  in  more 
people  voluntarily  purchasing  coverage.  Similarly,  where  government  subsidies  are 
provided  for  the  purchase  of  health  coverage,  the  use  of  age  will  tend  to  reduce 
the  level  of  subsidies  since  a  disproportionate  number  of  those  needing  subsidies 
will  be  young. 

On  the  other  hand,  the  use  of  age  also  has  major  drawbacks  from  the 
standpoint  of  the  purchasing  pool  as  well  as  public  policy.  Its  use  makes  it 
substantially  more  difficult  to  offer  choice  of  multiple  competing  plans  without 
applying  age-specific  rates  to  each  individual.  ^^  In  addition,  in  some  cases,  age  has 
been  used  in  an  abusive  manner  (for  example,  some  health  plans  have  established 
rates  for  older  individuals  at  unusually  high  levels  in  order  to  deter  them  from 
selecting  coverage). 

Recommendation:  It  is  recommended  that  age  be  allowed  as  a  factor  in 
establishing  small  employer  rates.  However,  a  limit  should  be  placed  on  the  extent 
to  which  rates  can  vary  based  on  age.  The  use  of  age  as  a  rating  factor  should  be 
seriously  reevaluated  as  policy  changes  to  require  the  purchase  of  coverage, 
provide  subsidies  to  lower  income  individuals,  or  an  effective  risk-adjustment 
system  is  put  in  place. 


i^In  a  multiple-choice  environment  there  is  no  certainty  that  the  demographic  composition 
of  people  choosing  each  plan  will  be  the  same.  This  makes  it  difficult  to  establish  rates 
which  do  not  reflect  the  demographics  of  the  people  making  choices.  A  risk-adjustment 
system  can  largely  address  this  problem. 
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Geography 

Health  plans  almost  universally  vary  rates  based  on  geography,  although  there 
are  substantial  differences  in  how  they  use  this  factor.  In  general,  geographic 
variations  are  intended  to  reflect  differences  in  underlying  health  costs  by  area. 
From  a  competitive  and  efficiency  standpoint,  there  is  substantial  merit  to  this 
concept.  Areas  with  lower  costs  or  with  more  efficient  health  delivery  systems 
should  probably  not  be  required  to  cross-subsidize  areas  of  higher  cost  or  less 
efficiency.  From  a  health  plan's  standpoint,  overly  broad  geographic  areas  (or  lack 
thereof)  may  create  disincentives  for  plans  to  move  into  new  areas.  ^^  Finally, 
geographic  variations  can  be  progressive  on  average,  since  areas  with  lower  health 
care  costs  (such  as  rural  areas)  also  tend  to  be  populated  by  individuals  with  lower 
income. 

On  the  other  hand,  like  other  rating  factors,  geography  can  be  used  in  ways 
that  are  inconsistent  with  health  reform  goals.  For  example,  it  is  well  known  that 
some  insurers  have  used  geographic  adjustments  to  redline  certain  areas  (such  as 
areas  with  a  high  incidence  of  AIDS). 

Recommendation:   Geographic  area  should  be  allowed  as  a  factor  in 
establishing  rates.  However,  constraints  should  be  placed  on  how  geographic 
adjustments  could  be  used. 

Rating  Allowances  Specific  to  the  Purchasing  Pool 

while  an  important  goal  of  insurance  reform  is  to  reduce  opportunities  for  risk 
fragmentation,  rating  reform  which  goes  too  far  will  eliminate  any  opportunities  for 
purchaser-based  innovation.  A  purchasing  pool  provides  a  natural  vehicle  for 
positive  innovation  in  the  small-employer  market.  For  example,  a  purchasing  pool 
may  persuade  participating  plans  to  increase  their  underlying  health  care  delivery 
efficiency.  As  discussed  elsewhere  in  this  paper,  they  also  hold  the  potential  to 
substantially  streamline  the  administrative  costs  of  servicing  the  small-employer 
market. 

A  strong  case  can  thus  be  made  for  allowing  health  plans  to  vary  rates  to  reflect 
the  purchasing  pool's  administrative  efficiency  and  its  ability  to  generate  positive 
change  in  underlying  delivery  efficiency.  From  a  regulatory  standpoint,  such  a 
provision  could  be  handled  by  treating  a  purchasing  pool  plan  as  a  separate 
produa  or  by  giving  health  plans  an  explicit  purchasing  pool  adjustment. 

Recommendation:  Health  plans  should  be  permitted  to  establish  purchasing - 
pool-specific  rates 


^■'For  example,  a  plan  operating  in  a  lower-cost  area  will  be  reluctant  to  move  into  a 
higher-cost  area,  since  it  would  have  to  increase  rates  for  it  existing  business  in  order  to 
break  even  in  the  more  costly  (but  uniformly  priced)  new  area.  The  opposite  would  also  be 
tme.  Health  plans  in  higher  cost  areas  would  be  reluctant  to  move  into  lower  cost  areas 
since  doing  so  would  require  having  uncompetitive  rates  in  the  lower  cost  area  (or  under 
pricing  the  higher  cost  area). 
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Healthy  lifestyle  and  wellness  incentives 

There  may  be  substantial  merit  to  retaining  financial  incentives  for  healthy 
lifestyles  (such  as  smoking  cessation).  However,  if  defined  too  broadly,  healthy 
lifestyle  factors  could  simply  become  a  replacement  for  experience  rating  small 
employers. 

Recommendation:  Health  plans  should  not  be  permitted  to  use  claims 
experience  or  health  status  of  individual  small  employers  in  establishing  their  rates. 
Duration  (which  acts  as  a  proxy  for  claims  experience)  ^^  should  also  not  be 
permitted  as  a  rating  factor.  To  the  extent  that  financial  incentives  for  healthy 
lifestyles  are  desired  in  the  small  employer  market,  such  incentives  should  (a)  focus 
on  objective,  agreed-upon  factors  and  incentives  rather  than  general  claims 
experience  or  an  assessment  of  medical  conditions  and  (b)  be  limited  in  their 
financial  magnitude. 

Family  composition 

An  equally  universal  practice  is  for  insurers  to  vary  rates  based  on  family 
composition.  Some  health  plans  may  have  only  a  single  and  family  rate  (common 
for  larger  employers).  Other  plans  may  utilize  additional  categories  (for  example, 
single;  single  and  spouse;  single  and  child[ren],  single,  spouse  and  childlrenl).  The 
market  trend  has  been  toward  the  use  of  more  family  unit  categories.  In  general 
such  a  trend  would  tend  to  be  financially  progressive,  since  single  parent,  lower 
income  families  would  tend  to  pay  lower  rates  (and  not  cross  subsidize  two  adult, 
higher  income  families).  But  the  policy  arguments  are  nevertheless  not  clear  cut  in 
this  area.  A  more  compelling  reason  to  establish  some  standard  in  this  area  centers 
around  consumers'  need  to  readily  compare  price  and  value  across  health  plans. 

Recommendation:  While  family  unit  standards  are  less  important  than 
standards  in  other  rating  areas,  they  are  also  less  controversial  and  should  be 
defined.  In  the  small-employer  market  there  is  already  great  commonalty  in  units 
used.  Standards  would  facilitate  price  comparisons  across  health  plans  (whether 
offered  inside  or  outside  a  purchasing  pool). 

Undesirable  Rating  Factors 

Claims  experience/health  status 

No  rating  factors  used  in  the  small  employer  market  have  been  more  heavily 
criticized  than  claims  experience  and  health  status.  It  is  commonly  accepted  that 
small  employers  and  individuals  simply  do  not  constitute  a  large  enough  base  over 


i^As  the  effects  of  preexisting  condition  limits  and  waiting  periods  wear  off  (and  medical 
underwriting  wears  off  to  the  extent  that  it  is  used),  claims  experience  will  rise  over  time. 
Some  companies  vary  rates  based  on  duration  to  reflect  this  claims  phenomenon  and  in 
doing  so  offer  more  attractive  rates  to  new  groups  and  less  attractive  rates  to  others.  Among 
other  things,  durational  rating  has  been  criticized  for  encouraging  groups  to  chum  from  one 
carrier  to  another. 
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which  to  vary  rates  based  on  experience.  Furthermore,  the  use  of  such  a  factor  is 
viewed  by  many  as  akin  to  "kicking  a  group  while  it  is  down  "  (an  employee  gets 
sick,  and  the  rate  increases).  The  use  of  health  status  in  establishing  rates  also 
creates  major  complexities  in  an  environment  where  individuals  have  free  choice  of 
plans.  For  example,  a  purchasing  pool  offering  choice  of  multiple  health  plans 
would  be  faced  with  a  number  of  poor  options.  One  option  would  be  to  subject 
each  individual  to  medical  underwriting  and  a  rate  reflecting  his  or  her  individual 
health  status.  Such  an  "individually  experience  rated"  approach  is  not  only  more 
administratively  cumbersome,  but  it  is  more  aggressive  than  practices  in  the  current 
market.  A  second  approach  would  involve  adjusting  rates  for  the  entire  group  up 
or  down  based  on  the  group's  collective  health  status.  Either  of  these  approaches  is 
reliant  on  the  continuation  of  medical  underwriting  and  its  related  costs, 
inconveniences,  and  invasions  of  privacy.  The  use  of  health  status  or  claims  in 
establishing  rates  also  makes  it  impossible  for  employers  and  employees  to  know 
what  their  rates  are  until  they  have  gone  through  the  underwriting  process. 

Industry/Occupation 

It  is  common  for  health  plans  to  vary  rates  based  on  industry  or  occupation.  In 
some  cases  these  practices  are  intended  to  reflect  differences  in  underlying  health 
care  costs;  in  others  they  are  intended  to  reflect  differences  in  administrative  or 
credit  risk.  While  there  are  clearly  legitimate  cost  differences  by  industry  and 
occupation,  such  rating  policies  have  the  effect  of  fragmenting  risk  based  on 
industry  and  occupation,  which  many  people  consider  unfair.  Such  adjustments 
may  also  be  used  to  redline  what  are  believed  to  be  higher-risk  industries.  A  case 
can  be  made  that  rate  variation  by  industry  or  occupation  encourages  small 
employers  to  maintain  safer  work  environments.  However,  the  workers' 
compensation  system  is  supposed  to  be  responsible  for  work-related  injury  and 
illness,  and  uniform  industry/occupation  adjustments  do  not  provide  direct 
incentives  to  individual  employers  (individual  employer  behavior  does  not  change 
the  industry/occupation  rate). 

Recommendation:  The  use  of  industry  and  occupation  in  establishing  rates 
for  small  employers  should  be  eliminated.  Its  use  provides  a  ready  vehicle  for 
occupational  risk  fragmentation  and  greatly  complicates  the  ability  to  achieve 
health  plan  competition  based  on  cost  effeaiveness. 
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Appendix  C:  Purchasing  Pool 
Legislation  in  Otiner  States 
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